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Abstract

An industry is an ensemble of individual firms (decision making units) which may or may not interact with each other.
Similarly, an economy is an ensemble of industries. In National Accounts terms this is symbolized by the fact that the
nominal value added produced by an industry or an economy is the simple sum of firm-, or industry-specific nominal value
added. From this viewpoint it is natural to expect that there is a relation between (aggregate) industry or economy
productivity and the (disaggregate) firm- or industry-specific productivities. In an earlier paper (Statistica Neerlandica 2015)
three time-symmetric decompositions of aggregate value-added-based total factor productivity change were developed. In
the present paper a fourth decomposition will be developed. A notable difference with the earlier paper is that the
development is cast in terms of levels rather than indices. Various aspects of this new decomposition will be discussed and
links with decompositions found in the literature unveiled. It turns out that one can dispense with the usual neo-classical

assumptions.
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1 Introduction

This introduction' sketches the context. The first article of
this series, Balk (2010), considered productivity measure-
ment for a single, consolidated production unit. In terms of
levels, productivity is defined as real output divided by real
input. Real output or input means nominal output or input
deflated by some output- or input-specific price index,
respectively. For the production unit considered, pro-
ductivity change (through time) can then be measured as a
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difference or a ratio of productivities. In the latter case it
appears that productivity change can also be defined
directly as output quantity index divided by input quantity
index.

The choice of the output and input concepts appears to be
critical. Three main models can be distinguished: KLEMS-
Y, KL-VA, and K-CF. Taking the composition of capital
input cost into account, as set out in the companion paper
Balk (2011), two more models can be added, namely KL-
NVA and K-NCF. Assuming profit (defined as revenue
minus total cost) to be equal to zero, or, what amounts to the
same, replacing an exogenous interest rate by an endogen-
ous rate, multiplies the number of models by two. And the
introduction of a capital utilization rate further complicates
the picture. Thus, there is a lot of choice here, with not
unimportant empirical consequences, as illustrated by
Vancauteren et al. (2012).

Production units exist at various levels of aggregation.
We see plants, enterprises, industries, countries, to name
just some types of production units materializing in analyses
of productivity change. Usually such units appear, more or
less naturally, arranged into higher level aggregates. For
instance, a number of plants belonging to the same
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enterprise; a certain type of enterprises defining an industry;
a number of industries defining the ‘measurable’ part of a
national economy; national economies making up the world
economy. It is not difficult to perceive several sorts of
hierarchy here.

As in any of these situations the structure is the same—
there is an ensemble of production units, and the ensemble
itself may or may not be considered as a higher level pro-
duction unit —, it is interesting to study the relation between
aggregate productivity (change) and productivity (change)
of the aggregate.

There are basically two approaches here. Balk (2016)
reviews and discusses the so-called botfom-up approach, the
approach that takes an ensemble of individual production
units as the fundamental frame of reference. The top-down
approach is the subject of three other papers, namely Balk
(2014) plus Dumagan and Balk (2016) on labour pro-
ductivity, and Balk (2015) on total factor productivity. The
connection between the two approaches is considered in
Balk (2018a).

The present paper basically continues Balk (2015). In the
2015 paper three (time-) symmetric decompositions of
aggregate value-added based total factor productivity
change were developed. In the present paper a fourth
decomposition will be developed. A notable difference with
the earlier paper is that the development is cast in terms of
levels rather than indices.

This paper unfolds as follows. Section 2 refreshes the
accounting framework; nothing new there. Value-added
based total factor productivity is defined as real value added
divided by real primary input; hence, Section 3 defines
these two concepts. Section 4 shows that aggregate value-
added based total factor productivity change essentially
consists of three components: a weighted mean of indivi-
dual value-added based total factor productivity changes, a
factor reflecting reallocation between the production units,
and a factor reflecting relative price changes at the input and
output sides. Section 5 shows how the reallocation factor
can be decomposed further into the contributions of the
separate primary inputs. Section 6 shows how the decom-
position derived in Section 4 changes if value-added based
productivity change is replaced by gross-output based pro-
ductivity change. Section 7 contains a key result: under
mild restrictions on the relation between aggregate and
individual deflators, if profit equals O then the reallocation
factor vanishes, and aggregate value-added based total
factor productivity change equals the product of Domar-
weighted individual gross-output based total factor pro-
ductivity changes. In Section 8 we take a further step by
assuming that the production units share the same time-
invariant production function. We then obtain a decom-
position in terms of technical efficiency change, scale and
mix effects.

@ Springer

2 Accounting framework

We consider” a (static) ensemble (or set) K of consolidated
production units®, operating during a certain time period # in
a certain country or region. For each unit the KLEMS-Y ex
post accounting identity in nominal values (or, in current
prices) reads

CIk(IL + CIkE[MS +1" =R(k € K), (1)

where C¥, denotes the primary input cost, C¥,. the
intermediate inputs cost, R“ the revenue, and IT¥ the profit
(defined as remainder). Intermediate inputs cost (on energy,
materials, and business services) and revenue concern
generally tradeable commodities. It is presupposed that
there is some agreed-on commodity classification, such that
C¥ s and R“ can be written as sums of quantities times
(unit) prices of these commodities. Of course, for any
production unit most of these quantities will be zero. It is
also presupposed that output prices are available from a
market or else can be imputed. Taxes on production are
supposed to be allocated to the K and L classes.

The commodities in the capital class K concern owned
tangible and intangible assets, organized according to
industry, type, and age class. Each production unit uses
certain quantities of those assets, and the configuration of
assets used is in general unique for the unit. Thus, again, for
any production unit most of the asset cells are empty. Prices
are defined as unit user costs and, hence, capital input cost
C} is a sum of prices times quantities.

Finally, the commodities in the labour class L concern
detailed types of labour. Though any production unit
employs specific persons with certain capabilities, it is
usually their hours of work that count. Corresponding prices
are hourly wages. Like the capital assets, the persons
employed by a certain production unit are unique for that
unit. It is presupposed that, wherever necessary, imputations
have been made for self-employed workers. Henceforth,
labour input cost C¥' is a sum of prices times quantities.

Total primary input cost is the sum of capital and labour
input cost, C¥, = Ck + C¥. Profit IT" is the balancing item
and thus may be positive, negative, or zero. We are oper-
ating here outside the neoclassical framework where profit
always equals zero due to the structural and behavioural
assumptions involved.

2 This section has been adapted from corresponding sections of Balk
(2015), (2016).

3 “Consolidated” means that intra-unit deliveries are netted out. At the
industry level, in some parts of the literature this is called “sectoral”.
At the economy level, “sectoral” output reduces to GDP plus imports,
and “sectoral” intermediate input to imports. In terms of variables to be
defined below, consolidation means that CZ%S = R = 0.
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The KL-VA accounting identity then reads
Cip + 11" = R — Cflyg = VA¥ (k € K), (2)

where VA¥ denotes value added, defined as revenue minus
intermediate inputs cost. In this article it will always be
assumed that VA¥>0.*

We now consider whether the ensemble of production
units /C can be considered as a consolidated production unit.
Though aggregation basically is addition, adding-up the
KLEMS-Y relations (1) over all the units would imply
double-counting because of deliveries between units. To see
this, it is useful to split intermediate input cost and revenue
into two parts, respectively concerning units belonging to
the ensemble K and units belonging to the rest of the world.
Thus,

CII?MS = Z Clli“ﬁs + CI?XIS’ (3)
k'elC

where CkM. is the cost of the intermediate inputs purchased

by unit k£ from unit k', and Cél. is the cost of the

intermediate inputs purchased by unit k from the world

beyond the ensemble C. Similarly,

Rkl — Rkk’t Rk{:’[
T @

where R is the revenue obtained by unit k from delivering
to unit k', and R¥" is the revenue obtained by unit k£ from
delivering to units outside of K. Adding up the KLEMS-Y
relations (1) then delivers

> G+ 2 X Chigs + X Cis + > 11
kel keK k'ek kel ke (5)

— Z Z Rkk’l+ Z Rket.

keK k'ek kel

If for all the tradeable commodities output prices are
identical to input prices (which is ensured by National
Accounting conventions), or if there are no deliveries
between the production units (e.g., if K is a narrowly
defined industry), then the two intra-/C-trade terms cancel,
and the foregoing expression reduces to’

Z C];(tL + Z CZ“];I{IS + Z = ZRket. (6)

kel kel kel kel

* This is a necessary but innocuous assumption. Only in exceptional
cases value added is non-positive, for instance when the accounting
period is so short that revenue and intermediate inputs cost are booked
in different periods. Value added is an accounting concept, without
normative connotations. After all, value added must be used to pay for
capital and labour expenses.

5 See Balk (2015, footnote 2) for the treatment of net taxes on
intermediates.

Recall that capital assets and hours worked are unique for
each production unit, which implies that primary input cost
may simply be added over the units, without any fear for
double-counting. Thus expression (6) is the KLEMS-Y
accounting relation for the ensemble K, considered as a
consolidated production unit. The corresponding KL-VA
relation is then

Z ClkgL + ZHM = ZRM - Z ngcttm (7)

kel kel kel kel

which can be written as®
Cip + T = RY — o = VAN, (8)

where CKf =Yk, T = S 1M, RM = 37 R*, and

kek kel kel
Ch o= > Cékic. One verifies immediately that
kek
VAM = Z VAK (9)

kel

The structural similarity between expressions (2) and (8),
together with the additive relations between all their
elements, is the reason why the KL-VA production model
is the natural starting point for studying the relation between
individual and aggregate measures of productivity change.

3 Prerequisites

For any production unit, real value added of period 7, RVA*
(z, b), is nominal value added, VAk’, divided by a suitable
price index PY,(1,b), for period ¢ relative to a certain
reference period b. Rearranging this definition gives

VA = PY. (1, b)RVAX(1,b)(k € K). (10)

Nominal value added is here as it were decomposed into a
price component and a quantity component. Without loss of
generality it may be assumed that period b lies somewhere
in the past and that the ensemble /C already existed in period
b. The functional form of the price indices may vary over
the production units; in particular, the price indices may be
direct or chained or mixed. It is assumed that P¥, (b, b) = 1,
so that RVA* (b, b) = VA (k € K); that is, at the reference
period real value added is identical to nominal value added.

For the ensemble, considered as a higher-level produc-
tion unit, we have a similar relation,

VAN = P, (¢,b)RVAX (1, b), (11)

S If K is an economy and IT* = 0 then this expression reduces to the
familiar identity of gross domestic income and gross domestic product.

@ Springer
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where P, (¢,b) is a value-added based price index for the
ensemble /C for period 7 relative to the reference period b.
For the time being it is sufficient to assume that this index is
estimated from (a sample of) the data underlying the
individual price indices P%,(1,b) (k € K).

The additivity of nominal value added implies a restric-
tion on the functional form of P}, (¢, b), which can be seen
as follows. Substituting expressions (10) and (11) into the
fundamental adding-up relation (9) and dividing both sides
by real value added of the ensemble, RVAK(I, D), delivers a
relation between the price index for the ensemble and the
individual price indices,

RVAK(1,b)
Pl(1,b) = ;mpﬁ(h b). (12)
€ b

It is also important to observe that, unlike nominal value
added — see again expression (9) —, real value added
generally appears to be not additive. The dual to expression
(12) is

K —
RVA™(t,b) = ©

k
ZMRVAI‘(I, b). (13)
tex Pya (1, 0)

For any individual production unit, the real primary input
of period t, X&, (t,b), is defined as nominal primary input
cost, C¥,, divided by a suitable price index Pk, (t,b) for
period ¢ relative to the reference period b. Rearranging this
definition gives

C]I((ZL = P];<L(t7 b)Xf(L(tv b)(k € ’C) (14)

The corresponding relation for the ensemble reads
C§£:P§L(Ivb)X§L(tvb)7 (15)

where C}! = > CK, and PX, (1, b) is a suitable deflator for
kek!

the primary input cost of the ensemble /C. The additivity of

nominal primary input cost then implies that

Pl .) = Y 2

KL(t ’ b ) (]6)
kel XKL( ’ )

It is also important to observe that, unlike nominal primary
input cost, real primary input generally appears to be not
additive. The dual to expression (16) is

ZMX,’;L(;, b). (17)

XK (t,b) =
K ek Py, (t,b)

@ Springer

4 Decomposing value-added based total
factor productivity change

Value-added based total factor productivity (TFP) is defined
as real value added divided by real primary input; that is, for
the individual production units,

RVAK(t,b)

TFPRODY, (t,b) = ————~
WO =)

(k € K) (18)

and for the aggregate,

RVAX(¢,b)

TFPRODY, (1,b) = )
VA( ) XfL(L b)

(19)

An interesting interpretation of value-added based TFP is
obtained by substituting expression (14) into expression
(18). This yields

Pk
TFPRODY,(1,b) = AGL)

that is, primary input price divided by unit cost, both
normalized to reference period b (see also Balk 2018b, 92).
If profit equals zero then unit cost equals value-added based
price index, and primal TFP equals dual TFP (defined as
input price index divided by output price index).

Going from (an earlier) period t' to (a later) period ¢,
individual TFP change is measured by the ratios
TFPRODY,,(,b)/TFPROD%, (t',b) (k € K), and aggregate
TFP change by TFPRODY,(t,b)/TFPRODY,(t',b). Can
the last ratio be written as a function of all the production-
unit-specific ratios?’ Balk (2015, expressions (20), (28), and
(34)) developed three (time-period-) symmetric decom-
positions of the aggregate TFP index. We will now show
that there is a fourth decomposition.

To start with, the aggregate nominal value-added ratio,
for period ¢ relative to period ¢, can be decomposed as

VAICI ‘ ) VAkr

ln<W> :;w (t,t)ln<W>, (21)
€

where

VAR yAR
LM(VA)Cr I VA’C")

Dker LM (5 i)

yi(nr) = (k € K),

7 Recall that the logarithm of any such ratio, if in the neighbourhood
of 1, can be interpreted as a growth rate.
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and the function LM(.) is the logarithmic mean.® Aggregate
value-added change, measured as a ratio, is thus equal to a
weighted geometric mean of individual value-added
changes. Notice that the coefficients y*(z, ') add up to 1.
Each coefficient is the (normalized) mean share of
production unit k in aggregate nominal value added.

Similarly, the aggregate primary input cost ratio, for
period ¢ relative to period ¢, can be decomposed as

ck cl
in(gt) = o att.rym(). (22)
Ci) =

where
L (G )
ckio ckr
wk(t5 t,) = Kék/ KLth (k E IC)
Z LM (CKI ’CKI)
KL

kel

Aggregate primary-input cost change is thus equal to a
weighted geometric mean of individual primary-input cost
changes. Notice that the coefficients a)k(t, ') add up to 1.
Each coefficient is the (normalized) mean share of
production unit k in aggregate primary-input cost.

Substituting the expressions (10) and (11) into (21), and
substituting the expressions (14) and (15) into (22) delivers,
respectively,

" (Piﬁ(f 2 > 2 W)

and

(W)
P, (1, b)RVAK(r, b))

(23)

Pl (1,0) X5, (1,) koo Piy (1,b)Xg, (1, b)
(e ) ~ ()
(24)
Subtracting Eq. (24) from Eq. (23), moving the aggregate
price indices from the left-hand side to the right-hand side,
using the fact that the coefficients add up to 1, and applying
definition (19), delivers

TFPRODY, (&, RVAK(1.b) Lo X (1,b)
ln<TFPROD" @ b)) Z v (t,)In (RVA‘(t b)) k%:Ca’ (#;7')In (Xfi(l’,b))+
(1.b) /Py, (1,b) Pt (1,0)/PE (1,b)
Z"’(")I“(Wzﬁzm) = o m(EEGTR)-

kel ek
(25)

8 The logarithmic mean is, for any two strictly positive real numbers a
and b, defined by LM(a, b) = (a — b)/In(a/b) if a = b and LM(a, a) = a.
It has the following properties: (1) min(a, b) < LM(a, b) < max(a, b);
(2) LM(a, b) is continuous; (3) LM(Aa, Ab) = ALM(a, b) (1> 0); (4) LM
(a, b) =LM(b, a); (5) (ab)'* <LM(a, b)<(a + b)2; (6) LM(a, 1) is
concave. See Balk (2008) for details.

The last line of expression (25) concerns mean relative price
change at the output side minus mean relative price change at
the input side of the production units. Let this factor be
denoted by In P,z ¢'). If there is no relative price change at
all, that is, P%,(t,b) = Py, (1,b) and Pk, (1,b) = Pk, (t,b)
for all k € /C and all time periods considered, then In P,(t, t')
= 0. However, such a situation is unlikely to occur.
The following observation is more interesting. If

n(pi ) = Sveom(n) e

and

o) - een(des) o

then In P, (t, t')=0. Technically, the assumptions
expressed in the foregoing two expressions mean that the
price indices for aggregate value added and primary input
are (second-stage) Sato-Vartia (S-V) indices of the price
indices for the individual production units. On the proper-
ties of the S-V indices, see Balk (2008). As such, these two
expressions provide specifications of expressions (12) and
(16), respectively.

The second line of expression (25) can be decomposed in
several ways. Applying definition (18), the entire expres-
sion can be written either as

TFPRODY
In (TFPROD’» ) I (t ') In

kek
/ / L (1:)
5 W) — o 60) (n(555)

TFPRODY,, (1,b) n
TFPRODY, (1)

- a’) +1nPy(t,t),
(28)
or as
TFPRODYS, (1h)\ © , TFPRODY,, (1,b)
In <TFPR0D"§V:(t"b)> =2 o' (1) ln(TF1>R0DkVV:(x'.b))Jr

kel
k N ok / RVAK(1,b)
T ) oter) (in (i)

- a”> +lnPrel(t7 ﬂ)?

(29)

or as the arithmetic mean of the former two expressions,

TFPRODY, (1) Ll ke o T TFPRODY,, (t.b)
In (TFPROD’VCA(t',b) =3 5wt (t.r) + & (,1)) In TFPRODY,, (1',b)
kek

, I RVAK1b) X (0)\ 2,
) — (1,1 )) (1“ (RVA"(I’,b) xff(z’,b)) —a

+1nPrel(tu t’)?

+> (W@,

kek

(30)

@ Springer
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’

where a’, @” and a’’’ are arbitrary scalars. Either of the
expressions (28)—(30) constitutes the fourth decomposition.
In each case aggregate TFP change consists of three main
factors. The first is a (with respect to time) symmetrically
weighted mean of the production-unit-specific TFP
changes, where the weights in expression (28) are
nominal-value-added shares, in expression (29) nominal-
primary-input-cost shares, and in expression (30) the means
of those shares. The second measures reallocation’; in
expression (28) from the viewpoint of primary inputs, in
expression (29) from the viewpoint of output (real value
added), and in expression (30) from a combined viewpoint.
The third, which is the same in the three expressions,
measures net mean relative price change'®, and vanishes if
there is no relative price change or if S-V indices are used,
as in expressions (26) and (27).

Let us, by way of example, have a closer look at the
reallocation factor in expression (28), and let this factor be
denoted by In RALg,(t, t'). That indeed reallocation is being
measured can be seen by selecting the arbitrary scalar as
a' = In(X%, (t,b) /XK, (t',b)). Then the reallocation factor
reduces to

y Xk (1,0) /X5, (1,b
InRALg; (t,1) = k; (W, 1) — *(1,¢)) In (%),

(31)

which measures the impact of the change of relative real
primary input between the periods # and #. Notice that the
weights add up to 0; that is, > (y*(r,#') — &*(1,1')) = 0.
Thus the right-hand side of e:(‘ﬁ?%ssion (31) is a covariance.
A positive value of the reallocation factor means that
primary inputs have moved to production units whose
value-added share y/(z, t') is greater than their primary-input
cost share wl‘(t, t’).”

As real primary input is not additive, the relatives
XK, (t,b) /XK, (t,b) (k € K) do not add up to 1. Shares can

be obtpined by selecting the | arbitrary scalar as
a =1In (Z Xk (t,b)) > XK, (1, b)). Then the
kel kel

° There is a large literature on the topic of reallocation, but no uni-
versal definition of the concept. Though the word ‘reallocation’ seems
to have a normative undertone, in the present context it can best be
read as ‘dynamics’: the process of (relative) growth and decline of
production units.

10 The occurrence of such a factor in a decomposition of aggregate
productivity change was discussed in Balk (2015, Section 7). The
central argument is that “... even if at the level of individual com-
modities the price is the same for every buyer/seller then the ‘price’ of
the composite input and output commodity will vary over the pro-
duction units.”

" An alternative interpretation in terms of primary inputs moving to
production units whose output per unit of primary inputs,
VAN /X% (1,b), is higher than average, VAX /XX, (¢,b), as suggested
by Bollard et al. (2013), holds only if P%, (1,b) = Pk, (t,b) (k € K).

@ Springer

reallocation factor reduces to

Xk, (1,0)/ 3 Xgy (¢,b)
AN ’ ’ kek
In RALgy(t,1) = ké’c W@, t) —a*(t,¢)) In XﬁL(f/$b)/k€Z}CX§L(I/’b)

(32)

By selecting the arbitrary scalar as a’' = Y. o*(t,t')
kek

In(X%, (t,b) /X%, (',b)) the reallocation factor appears to
reduce to

Xk, (1,0)/ T1 (xk, (1,6)” "

IIIRAL](L(I‘7 l/) = Zl/lk(l, l‘/) In kek T
= X 1,0)/ T1 (X (',0) 0
€

(33)

Technically, exp{a’} is now the Sato-Vartia quantity index
of the individual primary input quantity indices
Xier (£,5) /X5, (1', b) (k € K).

5 Decomposing the reallocation factor into
contributions of separate primary inputs

The reallocation factor In RALg,(t, t'), as defined in the
previous section, reads in terms of joint primary inputs
capital (K) and labour (L). To see the contributions of these
two input classes separately one needs some additional
prerequisites.

The first is that there are separate, production-unit-specific
deflators for nominal capital input cost and nominal labour
input cost; that is, we have, analogous to expression (14),

C¥ = PX(1,b)X% (1,b)(k € K) (34)
and
C¥' = Pi(t,b)X5(1,b)(k € K), (35)

where PX(t,b) and P%(t,b) are price indices and X% (t,b)
and Xk(t,b) are real inputs, for capital and labour
respectively. As nominal primary input cost is additive
(CK, = Cl + CX), it is clear that there must exist a relation
between the joint price index P%, (¢, b) and the separate price
indices P%(t,b) and P%(1,b), or between joint real input
Xk, (¢,b) and the separate real inputs X% (¢,b) and XX (¢, b).

The second assumption then concerns the way these
relations are modeled. We here assume that joint real pri-
mary input is a convex combination of real capital and
labour input; that is,

X&, (1,0) = (Xo(t,5))” (X4(1,6)) " (0 << 11k € K),
(36)
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or

InX%, (t,b) = " n Xk (1,b) + (1 — o) In X% (2,b) (k € K).

(37)
Then
ST @k (t,t) InXE, (1,b) = 3 @k (1,1)aF In X (1,b) + Z ok (t,1')(1 — o) In XK (¢, b)
kek kek
=d*mXg(t,b)+ (1 -« )ln)("c(t?b)7
(38)
where
o = Zwk(l7 ") (39)
kel
InXg(t,b) = > o (t,1')d InXg (1, b) /a* (40)
kel
In X\ (1, b) Zw t,t') o) In X} (1,b) /(1 — av). (41)
kel

The reallocation factor, as represented by expression (33),

can then be written as
XE (1, X Xf(r,b))]
= St [an(G) - @ n(3
Xk(1 XK(t.b
Y w0 {(1 — o) ln(ka((l b))) (1—ab) 1n<xg<<;¢h>)>]7

kek L

In RALKL(I f

(42)

where the contributions of the two primary input classes are
nicely separated. Expression (42) bears a stark resemblance
to the reallocation term figuring in the decomposition
obtained by Baldwin et al. (2013, expression (10)).

Notice that expression (36) represents a production-unit-
specific Cobb-Douglas aggregator function. This choice is
not completely arbitrary, but its defense would require a
separate paper. In conventional empirical work the o*’s are
estimated and not production-unit-specific.

6 Introducing gross-output based total
factor productivity change

At the right-hand side of expressions (28), (29) and (30) we
see weighted means of production-unit-specific value-added
based TFP change. As gross-output (or revenue) stays
closer to the actual operations of a production unit, we want
to replace value-added by gross-output based TFP change.

Gross-output based TFP is defined as real revenue divi-
ded by real KLEMS input; that is,

YX(1,b)

TFPROD (t,b) = —/———~—
! Xirpms (1, D)

(k€ K), (43)

where nominal revenue is supposed to be decomposable as
RY = Py(1,b)Y*(1,b)(k € K) (44)
and nominal (total) cost as

M= C;((IL + C]]?MS = P]I((LEMS(tv b)XIk(LEMS(t7 b)(k € K).
(45)

Also nominal intermediate input cost is supposed to be
decomposable as

Chivis = Phus(1,0)X5ys(2,b) (k € K). (46)

In the above PY(t,b), PX,.\s(t,b), and Pk, (t,b) are
suitable deflators for nominal revenue, nominal (total) cost,
and nominal intermediate input cost, respectively; and Yk(t,
b), Xk pyus(t,b), and X&,(¢,b) their real counterparts.
Decompositions of primary input cost, C¥,, and nominal
value added, VAk’, were already provided by expressions
(14) and (10), respectively.

Based on the fact that nominal value added plus inter-
mediate inputs cost equals revenue, R = VAM + Cl,

(k € K), it is assumed that
LM(VA¥ VAR n (RVA"(t,b) )

1 Ye(eh)\
My py ) = “LMRR R RVAH(r' b)

ch .ck b
e n ().

(47)

where LM(.) is the logarithmic mean. Basically this means
that the revenue-based output quantity index for period ¢
relative to period ¢ is defined as the Montgomery-Vartia
(M-V) index of the value-added based output quantity index
and the intermediate inputs quantity index. On the proper-
ties of the M-V index, see Balk (2008). In particular one
should notice that the weights do not add up to 1, due to the
concavity of the logarithmic mean. Expression (47) is
equivalent to the dual relation between the corresponding
price indices,

P (t7b> —

In (PkR ", b)) =

+ LM(C;(;MS Cl]gMS) (PEMS (l b) )
LM(RI“ er ) (l };)

LK (VA" V. A">1 (P%(tab)>
LM(R¥ RN Py (1 b) (48)

EM_S

Expression (47) can be rearranged as

RVA*(t,b)\ _
In (RVA"(:“ b)) =

LM(CH, ,CH)

EM! ) EM. ([ b)
 LM(VAKk, VA"'S) ln( ij(t b))

LM(R¥ R Yk (1,b)
M (VAT vAY D PR ) (49)

By substituting expression (49) into the ratio of value-added
based TFP for period ¢ and period ¢, as defined by
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expression (18), we obtain

1 TFPRODY, (1,p)\ __ LM(R’“,R’“')I Yk (t,b)
TFPRODY, (t' b)) — LM(VA¥ VAK') YX(t'.b)

_ LM(C5:Chus) (1,b) Xk, (1,b)
LM(V%E vj’T) ln( lf::;(r b)) ln<xk (’b))'

Next, it is assumed that

In (XkK LEMS((; JQ)) -

KLEMS

LM(C} EM! 7C/If'/M ) )
+ LM(CA? i) 1“( e b))

LM(CY, C¥) ln( Xk (z,b))
LM(Ck Ck") XE, (1'.b)

(51)

which means that the KLEMS input quantity index for
period ¢ relative to period ¢’ is defined as the M-V index of
the primary input quantity index and the intermediate inputs
quantity index. Notice that expression (51) is equivalent to
the dual relation between the corresponding price indices,

ln<Pk;LEMS(r,b)) _ LM(Cy;, ) ln< Pk (t, b))
P ;

kews (1':0) LM(CH,C) Pl (1',0)

LM(Ck . CH b
e n (7).

(52)

By substituting expression (51) into the ratio of gross-
output based TFP for period ¢ and period #, as defined by

expression (43), we obtain
LM(C;'(/L,C’;;L’)I (X (zb))

1 TFPRODX (1,b) —In Yh)\
0\ 7FPRODY (1 1) YA/ b) (e ,c) M\ XE (7)

LM(CEMS CIgMS) ln XEMS(t b>
LM(Ck,C%) ~ M\ XE, (D)

(53)
or
YE(eh)\ _ TFPRODY(1,b) LM(CY, ,C¥) Xk, (1.b)
In (Yk(rgb)) =In (TFPRODkY(t’ b)) + T(on i In (xk (’b))

LM(CY K (1.b)
+ e in ().

(54)

Substituting expression (54) into expression (50) finally
delivers

1 (TFPROD@A(z,b)) _

LM(R¥ R¥") {1 (TFPRODk K (1,b ))
)

TFPRODY, (1',b) ) — LM(VAN VA TFPRODY (1’ ,b)
LM(CY, .CY)  LM(VAM VAR (t,b)
+ ( mi(ch ety ~ ey ) I KL(, b) (55)
LM(C‘EMS Cf:"MS) LM(CZIMS C‘gMS> 1 EMS(t b>
+ LM(C“’ Ckt’ ) - LM(Rk’ Rk ) n EMS(f b)

which corresponds with the formula obtained by Balk
(2009) for the first time. The factor in front of the square
brackets, LM(R¥, R") /LM(VA", VA", is known as the
Domar factor: the ratio of (mean) nominal revenue over
(mean) nominal value added.

An alternative decomposition of value-added based TFP
change in terms of gross-output based TFP change plus some

@ Springer

additional factors was obtained by Basu and Fernald (2002). It
is possible to mimick their derivation in our setup; however,
their avoidance of the Domar factor leads to a final expression
which, though containing the same factors as our expression
(55) — real primary input change and real intermediate input
change—exhibits more complicated weights.

It is useful to recall the specific assumptions made in the
course of the derivation of expression (55):

e For each production unit, the revenue-based output
quantity index is an M-V index of the value-added based
output quantity index and the primary input quantity
index.

e For each production unit, the total input quantity index
is an M-V index of the primary input quantity index and
the intermediate inputs quantity index.

The functional forms of the quantity indices for value
added, primary input, and intermediate inputs are left
unspecified. However, if these indices were themselves M-V
indices of the underlying price and quantity data then, due to
the consistency-in-aggregation of M-V indices, both the
revenue-based output quantity index and the total input
quantity index would be M-V indices of the underlying data.

Further, as Diewert (1978) has shown, at any given data
point an M-V index differentially approximates to the sec-
ond order any other time-symmetric index, such as Fisher or
Tornqvist. Thus, if for revenue-based output quantity and
total input quantity instead of M-V indices other time-
symmetric indices were used, then the equality sign in
expression (55) must be replaced by an approximation sign.
In the limit, that is, if period ¢ approaches period ¢, then
appproximation tends to equality.'?

7 The zero profit case

It is important to consider what happens if for all the pro-
duction units at any time period profit equals zero; that is,
" =0 (k€ K). Such a situation materializes if the unit

12 Diewert (2015) replaced the M-V indices in the two expressions
(47) and (51) by Laspeyres and Paasche indices, which are only first-
order differential approximations, and found that, under the zero-profit
condition discussed below, the ratio of value-added based and gross-
output based TFP growth rates approximates the asymmetric Domar
factors, R/VAM and RM/VA¥, respectively. Two further assumptions,
namely that geometric means can be approximated by arithmetic
means and that Laspeyres and Paasche revenue-based output quantity
indices are equal, made it possible to obtain a similar result in the case
of Fisher indices. It is left to the reader to judge whether Diewert’s
derivation method is “much simpler” than mine. Using Australian data,
Calver (2015) presents evidence on the variability of the Domar factors
over industries and through time and on the accuracy of the
approximations.
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user cost of all the capital assets is based on endogenous
interest rates (which, then, are production-unit-specific), or
if actual profit is considered as cost of an additional input
called enterpreneurial activity (the price of which, then, is
production-unit-specific). Zero profit is easily seen to be
equivalent to R = C" or VAM = C, (k € K).

The first consequence is that the coefficients y*(¢, ¢') and
w(t, ') (k € K) are identical, so that expressions (28), (29)
and (30) reduce to

TFPRODX,, (t.b
Fi) = 2 n (G )
+1In Pz, ).

1 TFPRODY,
TFPROD" g

(56)

Quite surprisingly, we conclude that the entire reallocation
factor has vanished.

The second consequence,
expression (55) reduces to

easily checked, is that

(TFPROD@A (t,b) )

LM(R",R*") TFPRODY (1, b)
n
TFPRODY,(t',b)

= LM(vAR VA¥') "\ TFPROD(' . b )) (k€ k).
(57)

Notice that under the zero profit condition the Domar
factors may alternatively be expressed as
LM(CH CH")/LM(CY,, CX) (k € K); that is, reciprocals
of (mean) primary input cost shares. Expression (57) means,
put in words, that value-added based TFP growth equals
gross-output based TFP growth times the Domar factor.'

By substituting expression (57) into expression (56), one
obtains

TFPROD (1,

(O — 5 (1, a0
+ lnPrel(t’ t/)v

where the coefficients DXz, ') =y (t, ¢)LM(R", R*)LM
(VAM, VAM)) (k € K) measure (mean) individual nominal
revenue over (mean) aggregate nominal value added; they
are known as Domar weights. Their sum is greater than or
equal to 1. Following conventional wisdom, this reflects “the
fact that an increase in the growth of the industry’s
productivity has two effects: the first is a direct effect on
the industry’s output and the second an indirect effect via the
output delivered to other industries as intermediate inputs.”
(Jorgenson 2018, 881) Our derivation, however, makes clear
that it is nothing but a mathematical artefact, caused by
moving intermediate inputs cost from the denominator of a
gross-output based productivity index to the numerator with
a minus sign to get a value-added based productivity index.

(58)

13 A consequence is that the covariance of value-added based TFP
growth and some other variable equals the covariance of gross-output
based TFP growth and this variable times the Domar factor. It is good
to keep this in mind when meeting such covariances in the literature on
firm dynamics.

It is useful to summarize our findings in the form of a
theorem.

Theorem 1 Let for any production unit k € K suitable
deflators for value added (VA), primary input (KL), and
intermediate inputs (EMS) be given: P, (t,b), P%,(t,b),
and PfEMS(t,b), respectively. Let the deflator for revenue,
Pk (t,b), be a M-V index of P%,(t,b) and Pk,s(t,b), and let
the deflator for total input cost, Pk, p.s(t,b), be a M-V
index of P%,(t,b) and PZMS(I b). Let the deflator for
aggregate value added, PVA(Z7 b), and the deflator for
aggregate primary input cost, P, (t,b), be S-V indices of
the corresponding  production-unit-specific  deflators
PY,(t,b) and P%,(t,b) (k € K), respectively. If for any
production unit profit equals zero, that is, I =0 (k € K),
then aggregate value-added based TFP change is a Domar-
weighted product of production-unit-specific gross-output
based TFP changes,

TFPROD, (1,b) (TFPROD’;(t, b) )D‘“"/) (59)
TFPRODY,(t',b) kl;[C TFPRODk (¢, b) '

In official statistical practice the assumptions concerning
the use of M-V and S-V indices are not fulfilled because
simpler indices such as Laspeyres or Fisher are used as
deflators. Then expression (59) holds only approximately.
The better the indices actually used approximate M-V and
S-V indices the better the final approximation will be. As
the accuracy of any approximation hinges on the variance,
over time and over production units, of the underlying price
and quantity data, closeness of the time periods compared
and similarity of the production units involved are crucial
for obtaining a good approximation.

8 Going beyond total factor productivity
change

Recall that production-unit specific gross-output based TFP
was defined by expression (43). Using the assumption
incorporated in expression (51) we obtained expression
(53), here repeated as

TFPRODY (1b)\ Yk (t,b) k &, (1,b)
ln(TFPROD"(z’ b)) = ln( YA(r b)) 951 1n( Xk (7 b))
(1,b)
’9IgllvlS ( EMS(, b)) (k € IC)7

(60)

in which 9% = LM(CY,,C¥)/LM(C¥,C*") and 85 ¢ =
LM(C¥ s, Ck. ) JLM(C*, C*') (k € K). Expression (60) is
an example of the Solow residual: the growth rate of
aggregate output minus a weighted mean of the growth rates
of aggregate primary and intermediate inputs. However, as we
did not introduce the usual neoclassical assumptions we
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cannot consider the Solow residual as a measure of
technological change, or the impact of innovation (as
Jorgenson 2018 does).

In the absence of such assumptions, the Solow residual is
what it is. In order to make progress we need to decompose the
residual into economically meaningful components represent-
ing technical efficiency change, technological change, scale
effects, and input and output mix effects. For this we need to
assume the existence of a time-period-specific technology to
which the production units belonging to the ensemble X have
access, with features so regular that analytical techniques can
be used, and which can be estimated from available data. It is
beyond the scope of this article to explore this topic further;
the reader is referred to Balk and Zofio (2018).

It might, however, be useful to provide a simple illus-
tration. It is assumed that the technology can be represented
by a simple, time-invariant Cobb-Douglas function; that is,
we assume that

YA (2,0) = 04z, 0) (X (7.0) ™ (Xbygs(7,5)) ™ (k € K, = 1/,1),

(61)
where 0< QX(z, b)<1 measures the technical efficiency of
production unit k € K.

By substituting expression (61) into expression (60) we
obtain

TFPRODK(1.b)\ O (1,b) kit! Xg, (1.b)
In (TFPROD’;Y(I’,b)) =In (Q"(rk,b)) + (axe — 9, ) In (X,k[;(z’,b))

, k
+(agus — 94 6) In (ﬁf’”“'({’h)> (ke k).
X (t'5b)

(62)

One immediately recognizes here the familiar components of
an empirical measure of TFP change: the first factor on the
right-hand side of expression (62) measures technical
efficiency change, whereas the second and third factor
measure scale-and-input-mix effects. These two factors vanish
if the empirical cost shares 957 and 95 —which, as we
know, approximately add up to l—coincide with the
elasticities ag; and agys —which add up to 1 if constant
returns to scale is assumed —, respectively. There is no role for
technological change, as the production function is assumed to
be time-invariant.

By substituting expression (62) into expression (58) we
obtain for aggregate value-added based TFP change the
following decomposition:

TFPRODY, (1h)\ k , 0 (1,b)
In (TFPROD"‘,‘(/[\A(t’,h)) = k%}:CD (#:1) 1n<Q/"(t’,b)>
5 DM (a9 ()
kek KL

, . ko (tb ,
+3 DX(e, 1) (s — 976 In (fgfjfﬁ,bﬁ) FInPu(t,1).
- :

(63)

@ Springer

Apart from some details, such as the possible role of fixed
costs and the relative price change factor, I believe this
expression corresponds to the decomposition advocated by
Petrin and Levinsohn (2012). Petrin and Levinsohn called
the second and third factor on the right-hand side
reallocation. However, as we have seen already, reallocation
has vanished as a result of the zero profit assumption.
Hence, as indicated, it is more appropriate to consider the
second and third factor as measuring the aggregate effect of
scale and input mix change.'*

9 Conclusion

A key element in any system of productivity statistics
comprising various levels of aggregation (economy,
industry, firm) is a relation connecting a productivity index
at a certain level to those at lower levels. In this article such
a relation was derived, without invoking any of the usual
neoclassical assumptions (a technology exhibiting constant
returns to scale, competitive input and output markets,
optimizing behaviour of the agents, and perfect foresight),
just by mathematically manipulating the various accounting
relations. In the process also the famous Domar factor could
be demystified to being nothing but a mathematical artefact.

Our key relation links higher level value-added based
productivity growth to a weighted sum of lower level pro-
ductivity growth, a reallocation factor (reflecting the
aggregate effect of lower level dynamics), and a relative
price change factor. If zero profit is imposed, then the
reallocation factor vanishes, and lower level value-added
based productivity growth can be replaced by Domar
weighted gross-output based productivity growth. More-
over, if the ‘correct’ deflators are used, then the relative
price change factor also vanishes.

All this underscores the fact that by and large in
empirical work, at various levels of aggregation, realloca-
tion and relative price change tend to play a minor role vis-
a-vis lower level productivity growth as such.
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